SCS Agency ANALYSIS OF ORIGINAL BILL

Franchise Tax Board
Author: Kel | ey Analyst: _Marion Mann DeJong Bill Number: SB 1871

Related Bills: See Legislative History Telephone: (916) 845-6979 Introduced Date: 02/ 19/ 98

U. S.
Attorney: Doug Branmhal | Sponsor:  Borax, Inc.
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SUMVARY

This bill would nmodify the definition of “extractive business activity” for

pur poses of applying the three-factor apportionnment formula to include only those
extractive businesses where at |east 25%of its extractive receipts are generated
in California.

EFFECTI VE DATE

As a tax levy, this bill would becone effective imediately and would apply to
i ncome years begi nning on or after January 1, 1998.

LEG SLATI VE H STORY

SB 1176 (Stats. 1993, Ch. 946), SB 1880 (Stats. 1994, Ch. 861), SB 715 (Stats.
1996, Ch. 952).

SPECI FI C FI NDI NGS

Article Ill, Section 3.5 of the California Constitutionprovides that an

adm ni strative agency does not have the power to declare a statute unenforceable,
or refuse to enforce a statute on the basis that federal |aw or federal

regul ati ons prohibit the enforcenent of such statute, unless an appellate court
has made a determ nation that the enforcenment of such statute is prohibited by
federal |aw or federal regul ations.

Under current California law California incone for corporations which operate
both within and without the state is determ ned using the unitary nmethod of
taxation. Under the worldw de unitary nmethod, the inconme of related affiliates
that are nenbers of a unitary business is conmbined to determ ne the total income
of the unitary group. A share of the incone is then apportioned to California on
the basis of relative levels of business activity in the state, as neasured by
property, payroll, and sales.
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California law al so all ows corporations to elect to determne their incone on a
“wat er’ s-edge” basis. Water's-edge electors generally can exclude unitary
foreign affiliates fromthe conbined report used to determ ne inconme derived from
or attributable to California sources.

For nost corporations, the apportionment forrmula used to assign business incone
to California for tax purposes is the average of property, payroll and sal es
(used twice in the forrmula). The factors are then divided by four. Each factor
is the ratio of in-state activity to that sane activity everywhere. This formula
is known as “doubl e-wei ghti ng” because the sales factor is repeated twice and the
cal cul ation is:

(CA Sales) + (CA Sales) + (CA property) + (CA payroll) California
(Al Sales) (Al Sales) (Al property) (Al payroll) = apportionnent
4 per cent age

Total business income is nmultiplied by the apportionnent percentage to detern ne
the appropriate incone assigned to the taxing jurisdiction.

For savings and | oans, banks and financial corporations and corporations in
agricultural or extractive industries, this fornula is the sinple average of the
three factors, known as “singl e-weighting.”

The existing state law specifies that if a unitary business is engaged in both a
qualified activity (agriculture, extractive, savings and | oan, banking or financia
activity) and a general business activity, a “gross business receipts” test shall be
used to determne if the unitary business shall use the single- or doubl e-weighting
formula. |If one or nore corporations are required to file a conbined report, the entire
conbi ned busi ness of the group is subject to the nore than 50% gross busi ness receipts
test and the entire business incone of the unitary group i s apportioned using either

si ngl e- or doubl e-wei ghti ng.

This bill would create a “pre-test” for purposes of applying the three-factor
apportionnment fornula by nodifying the definition of “extractive business
activity” to include only those extractive businesses where at |east 25% of the
gross receipts associated with activities relating to the production, refining,
or processing of oil, natural gas, or mneral ore are generated in California.
Thus, the ratio of California extractive receipts over total extractive receipts
must equal or exceed 25%

A corporation that neets the 25% pre-test would then classify all of its receipts
fromextractive activity worldwi de as a “qualified business activity” which would
then be aggregated with its other “qualified business activity” receipts (i.e.,
agricultural, savings and | oan, and banking or financial receipts, if any) and be
subjected to the 50%test for determning if the three-factor apportionnment
formul a applies. Businesses that do not neet the 25% pre-test would not be
treated as engaged in a qualified business activity with respect to their
extractive activity and would therefore automatically fall into the requirenent
for doubl e-weighting the sales factor (though such business mght still be
treated as engaged in a qualified business activity with respect to its other

busi ness activities, such as agricultural activities).
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Pol i cy Consi derations

Because nost | arge oil and gas conpani es have international or at |east
U S . -wide sales activity, only a few conpanies principally based in
California would be subject to the single-weighting formul a.

Legal Considerations

The provisions of this bill are susceptible to constitutional chall enge, as
di scrim natory under the comrerce clause. Challenges could conme from either
an entity forced to remain in the single-weighting fornula or forced into

t he doubl e-wei ghting fornula. Although the current |aw provision makes

di stinctions between cl asses of taxpayers, it does not facially make such

di stinctions based upon geographic activity within the state.

| npl enment ati on Consi derati ons

I npl enentati on of the provision of this bill would occur during the
departnment’s normal annual system update.

Techni cal Consi derati ons

The effect of the phrase “(except as otherw se provided in paragraph (3) of

subdi vision (d))” on page 2, lines 10 and 11 of the bill is unclear. The
25% limtation provided in paragraph (3) of subdivision (d) controls the
definition of an “"extractive business activity,” it does not inpact the 50%

“gross business receipts” test in subdivision (b). Amendnment 1 would del ete
t he phrase.

FI SCAL | MPACT

Departnmental Costs

This bill would not significantly inpact the departnment’s costs.

Tax Revenue Esti mate

It is estimated that this bill would increase tax liability for sone
taxpayers and reduce tax liability for others, resulting in an overall net
i npact to B&CT revenues as shown in the foll ow ng table.

Estimat ed Revenue Loss of SB 1871
I ncome Years Beginning on and After January 1, 1998
Enact nent Assuned After June 30, 1998

$ MIlions
1998- 99 1999- 00 2000-01
($2) ($1) ($1)

This estimte does not consider the possible changes in enploynent, persona
i ncome, or gross state product that could result fromthis nmeasure.
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Tax Revenue Di scussi on

This estimte was devel oped using the 1995 B&CT sanple data for oil and gas
extraction conpanies. It was assumed that corporations with sales factors
| ess than 25% woul d be required to use a four-factor apportionnent formula.
The average apportionment factors for these corporations were cal cul at ed
usi ng doubl e-wei ghting fornmula. The tax revenue inpact was estimated using
the cal cul ated average apportionment factors conpared with the single-

wei ghting formula. The estimtes were grown using an annual 5% inflation
assunpti on.
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PROPOSED AMENDVENTS TO SB 1871
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ANVENDMENT 1

On page 2, nodify lines 10 and 11 as foll ows:

t han 50 percent {except—as—eotherwse provi-dedinparagraph{3)—of subdivision
4y of its “gross business



